Abstract: This paper presents evidence on the behaviour of the Swedish real exchange rate relative to Germany under different currency regimes during the period 1973:1-2001:4. The results suggest that the real exchange rate is cointegrated with Swedish and German productivity, which is consistent with Balassa (1964) and Samuelson (1964). In the short run, the exchange rate regime has mattered for the dynamics ofthe real exchange rate. Deviations from long-run equilibrium have been adjusted more quickly when the nominal exchange rate has been allowed to float freely. JEL no. C22, E31, F41
Introduction
In light ofthe recentlaunch ofthe third step ofthe Economic and Monetary Union (EMU) there has been a vivid debate on exchange rate regimes. Many countries have abandoned fixed exchange rate regimes during the 1990s and in many cases combined floating exchange rates with inflation targets. Opponents to floating exchange rates argue that rather than absorbing shocks and stabilizing the economy, the nominal exchange rate reflects noise from financial markets that may in fact be destabilizing. The issue is clearly ofgreat importance to countries contemplating joining the EMU.
Remark: This paperdraws on my master thesis written at the Department of Economics, Stockholm University, and subsequently developed at the Trade Union Institute for Economic Research (FIEF). I am most grateful to Lars Cahnfors, Annika Alexius, Sten Johansson, Hans Lindblad, Lena Nekby, Johnny Zetterberg, seminar participants at FIEF and an anonymous referee for helpful comments on different versions. Any remaining errors are mine. Please address correspondence to Anna S. Larsson, lIES, Stockholm University, SE-106 91, Stockholm, Sweden; e-mail: anna.larsson@iies.su.se Obviously, if the nominal exchange rate causes shocks rather than offsets them, the cost of relinquishing it by joining the monetary union is low.Ã t the same time, the real exchange rate is perhaps the most common measure of overall firm competitiveness, and to understand its behaviour over different horizons is to understand the conditions faced by firms engaging in international trade.2 For small open economies in particular, the real exchange rate is therefore a key variable. In this paper I try to shed some light on the behaviour of the real exchange rate underdifferent exchange rate regimes by addressing the following questions: What mechanisms ensure that the real exchange rate returns to equilibrium after a disturbance? How are these mechanisms affected by the exchange rate regime?
The literature on long-run behaviour of real exchange rates is quite extensive. Since the introduction of cointegration in the empirical literature, interest in the real exchange rate has experienced a renaissance through its close connection to Purchasing Power Parity (PPP). A stationary real exchange rate implies that relative PPP must hold, while a nonstationary real exchange rate is a suitable obiect for cointegration analysis. Numerous tests for cointegration between the nominal exchange rate and various price combinations have therefore been presented in the literature; see Froot and Rogoff (1995) for a survey. In addition to tests for PPP, the literature on real exchange rates comprises various structural models of economic fundamentals. Seminal work by Balassa (1964) and Samuelson (1964) shows how the real exchange rate should be determined by the productivity growth differentials between the traded and non-traded sectors in the countries concerned. Extensions to the BalassaSamuelson model have also been made and tested empirically. Evidence on how long-run real exchange rates depend on fundamentals is given in, among others, Alexius and Nilsson (2000) and, more recently, Bergvall (2002) .
An interesting property of the real exchange rate is that it consists of variables exhibiting contrasting dynamic behaviour. As is well known, price
